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OPINTION

This appeal is made pursuant to section 25666

of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Sam Arnstrong
Realty, Inc., against a proposed assessnment of additional
franchise tax in the ampunt of $6,533.00 for the incone
year ended Cctober 31, 1976, and pursuant to section
18593 of the Revenue and Taxation Code fromthe action
of the Franchi se Tax Board on the protest of Sanuel g,
and Betty S. Arnstrong agai nst proposed assessnents of
addi ti onal personal incone tax in the amounts of
$4,072.68 and $2,375.77 for the years 1975 and 1976,

respectively.
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Appeal s of Sam Arnmstrong Realty, Inc. and
Sanmuel J. and Betty S._ Arpstrong . .

These appeal s have been consolidated, for hear-
ing and disposition because they present both a common
factual situation and issue for determ nation. For
pur poses of convenience, Sanuel J. Arnstrong. and Sam
Arnmstrong Realty, Inc., shall hereinafter be referred
to as "appellant" and "Realty,", respectively, and
collectively as "appellants;™"

For several years prior to 1969, appellant
owned and operated a real estate brokerage business as a
sole proprietorship. In October of that year, appellant
i ncor porated the business as Sam Arnstrong Realty, |nc;
the record of this appeal does not disclose appellant's
nmotivation for incorporating his business.

During the course of its business activities,
Realty occasionally purchased sone of the properties that
it had been conmissioned to sell. These properties were
either returned to the nmarket and sold, or "purchased"
by Armstrong Investnents, a sole proprietorship owned by

appel lant.  These latter "purchases" were acconplished
merely by entries on Realty's books; title was never
transterred. In addition to the above described "pur-

chases," Realty also-acquired title to certain properties
whi ch appellant intended to purchase on his own account.
While the parties selling the properties to Realty dealt
wth the latter as a'corporate entity, inconme derived
fromthese properties was transferred by Realty's conp-
troller to appellant's individual account. Furt her nor e,
appel l'ant personally paid for the property taxes, capital
i nprovenents, insurance, and nortgage expenses relative
to these properties. In addition to the activities
descri bed above, Realty enployed a nunber of sal esnmen
during the appeal years and paid applicable payrol

t axes.

Upon audit of appellant's personal income tax
returns for 1975 and 1976, respondent determ ned that
the incone and | osses derived fromthe rental and sale
of the properties under discussion should be attributed
to Realty, rather than to appellant. The resultant
notice of proposed assessnment reflects, in part, the
fact that the favorable treatnent of capital gains.
avai l able to individuals pursuant to Revenue and Taxation
Code section 18162.5 is not avail able-to, corporations.
Appel l ant argues that Realty acquired bare legal title
to the subject properties, and that he' held equitable
title personally. He contends that the "substance" of
t hese transactions should prevail over the nere "fornt
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of title. Finally, appellant asserts that he "acted in
a manner consistent with an Internal Revenue Service
appel |l ate conprom se for the 1971 tax year with respect
to his method of holding title.

The issue presented by this appeal is whether
respondent properly determ ned that the income and | osses
derived fromthe sale and rental of the properties in
i ssue were to be attributed to Realty rather than to
appel | ant .

The question of whether a corporation is to be
treated as a viable separate entity or ignored for tax
purposes has frequently presented itself. (See, e.qg.
Moline Properries, lme. v. Commissioner, 319 U S. 436
(87 L.Ed. 1499] (1943); National Carbide Corp. V.
Conmi ssi oner, 336 U.S. 422[93 L.E&. 73] (1%&9);
Harrison Property Managenent Co.', Inc. v. United States,
475 F.2d 623 (ct. . I973); Love v. United States, 96
F.Supp. 919 (Ct. O. 1951); David F. Bolger, 59 T.C. 760
(1973).) The general rule is that the corporate entity
will be ignored only in exceptional situations where It
would ot herwi se present an obstacle to the protection or
enforcenent of public or private rights. New Col oni a
|ce Co. v. Helvering, 292 U S. 435 [78 L.Ed. 1348]
(1934).)

In Moline Properties, Inc. v. Commissioner,
supra, the United States Suprene Court held that a
corporation should be recognized as a separate entity
for tax purposes when the purpose for which it was
created, is the equival ent of business activity-or when
it subsequently engages in business activity. The Court
expressed the rule as foll ows:

The doctrine of corporate entity fills a
useful purpose in business life. \Wether the
pur pose be to ?ain an advantage under the |aw
of the state of incorporation or to avoid or
to comply with the demands of creditors or to
serve the creator's personal-or undisclosed
conveni ence, so long as that purpose is the
equi val ent of business activity or is followed
by the carrying on of business by the corpora-
tion, the corporation renains a separate
taxable entity. (Mline, supra, 319 U S at
pp. 438-439.)
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The Mdline "business activity" test ha:; been
expl ained as nmeaning that in order for a corporation to
be treated as a separate jural person for tax purposes,
it must engage in sonme industrial; comrercial or other
busi ness activity. (National Investors Corp. V. Hoey,
144 F.2d 466 (24 Cir. 1944).) AIthough DuSIiness acf|wity
IS required for recognition:of the corporation as a
separate taxable entity, the activity nmay be minimal.
Wiile many of the cases in this area enphasize the degree
of busi ness activit%,, a determnation of whether a cor-
poration is doing business does not necessarily depend
upon the quantum of business activity. (Britt v. United
States, 431 F.2d 227, 234-237 (5th Grr. 1970); t@rberf
V. Riddell, 103 F.Supp. 369 (U.S.D.C. S.D. Ca. T1952);
see also Paymer V. Conmissioner, 150 F.2d 334 (24 Cir.
1945).)

The leading case in drawing a fine |line
separating business from nonbusiness activity is Payner
v. Conmi ssioner, supra. (See also Commissioner v.

State-Adans Corp.,'283 F.2d 395 (24 Cir. 1960), cert.
den., 365 U'S. 844 (S L.Ed.2d 809} (1961); Tominson v.
Mles, 316 F.2d8 710 (5th Cr.), cert. den., 375 U0.8. 828
[11 L.Ed.2d 60] (1963).) I n Paymer the taxpayers, who
were partners, fornmed two corporatrons, Raynep and
.\Westrich. Both corporations were given broad powers to
own, manage, and dispose of real property. In order to
avoid the attachment of partnership property, the part-
ners conveyed a parcel of inconme producing property to
each of the corporations. At the time of the transfer
-directors' and shareholders' nmeetings were held where
resol uti ons were adopted expressly stating that the full
beneficial ownership and control of the property renmained

in the partners and that the corporations were nere title
hol ders. None of the |eases were ever assigned to either
of the corporations. The partners continued to manage
the real estate, collecting therents, paying the
expenses, and depositing the income received in the
partnership's accounts. The corporate entities were
conpletely ignored as far as the inconme producing aspects
of the properties were concerned. In fact, Westrich did
absolutely nothing with respect to the property ‘hedin
its nanme. However, Rayneg obt ai ned a,loan secured by an
assignment of all its rights in two [eases of the prop-
erty to which it neld title, covenanting that it was the
sol e' | essor.

~ The court found that Wstrich, the inactive
corporation, was a nere passive dummy that could be
di sregarded for tax purposes. However, the court held
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t hat Raymep, the corporation that obtained the |oan, was

not a nere dummy and coul d not be disregarded for tax
purposes. The court stated:

W think that Raynep was active enough to
justify holding that it did engage in business
in 1938. The absence of books, records and
offices and the failure to hold corporate
neetings are not decisive on that question.
Though Raymep was organi zed solely to deter
creditors of one of the partners, it apparently
was i npossible or inpracticable to use it
solely for that purpose when it becane neces-
sary or desirable to secure the above nentioned
loan in a substantial anount.'. ..

Westrich, however, was at all times but a
passi ve dummy which did nothing but take and
hold the title to the real estate conveyed to

‘ it. It served no business purpose in connec-
tion with the.proPerty and was intended to
serve only as a blind to deter the creditors
of one of the.partners. (Payner v. Comm s-
sioner, supra, 150 F.2da at pp. 336-337.)

The courts have concluded that, although nost
corporations owned by sole sharehol ders are "straw cor-
porations" in the sense that the determ nation of their
policies and day-to-day activities are decisions of the
I ndi vi dual stockhol ders and not corporate decisions,
that single fact is meaningless for disposition of the
tax issue. (National Carbide Corp. v. Conm ssioner,
supra. This conclTusron rs also reflected in the case of
Love v. United States, supra, where the taxpayers were
nmenbers of a parinership or joint.venture whose primary
busi ness concern was the operation and sale of real
property. Legal title to the venture's incone-producing
property was held by the Leado |Investnent Conpany, a
corporation owned by the taxpayers. Proposed deficiency
assessments were issued the corporation on the grounds
that certain income reported by the individual taxpayers
shoul d have been reported as corporate incone, and that
the individuals should have treated their incone as divi-
dends. The taxpayers nmintained that Leado was nerely a
‘ straw corporation used to hold legal title to the prop-

- erty, and that it never engaged in active operations.
The taxing authority, on the other hand, argued that the
corporation's business activities were sufficient to
require it to be recognized as a separate taxable entity.
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Anong other activities, the corporation executed |eases
and deeds of trust, entered into agreements of sale,
purchased and hel d insurance policies on its property,
enpl oyed at |east ten enPonees, and Rald t he appllcable
payrol [ taxes. The court held that the fact that the
corporation Was used for so many business purposes and
was available at all times for such uses prec|uded a
flndln% that it was a nere phantom organi zation. Noting
that the parties could have elected to conduct their
business i n other ways, but had elected to utilize the
corporate form as insulation against potential -persona
liability, the court concluded that the taxpayers coul d
not avoid the resulting tax consequences.

We find that the instant situation is simlar
to that of Raymep and Leadv and, therefore, is controlled
by the decisions of Payner and Love.. In all three cases,
the corporations were created for general purposes con-
cerning the ownershi p, managenent, and di sposition of
real property, and were in fact so utilized. The case
for finding that Realty constituted a separate taxable
entity is even nore compelling than that presented by 25
t he decisions cited above in that appellants read|l¥
acknowl edge that it was a seParate entity distinct tTrom
its sole shareholder. Appellants seek to argue, however,
that while Realty should be considered a separate entltY
for some purposes, for purposes of this aneaI, it should
be viewed as the nere holder of. bare legal title to
appel lant's property. Appellants' argument is wthout
nerit. Initrally, we note that we a're aware of no
authority,, norhave appellants presented any, to support
"the proposition that Realty should not be considered a

separate taxable ent|t¥_under t hese circumstances. More-
over, appellants' position that its holding of bare |egal
title to the property should be determnative as to the
| ssue presented by this appeal is contrary to established
| egal authority. "~ The criterion set out by the Supreme
Court in Moline Properties,, Inc., supra, for determning
when a corporation remalns a separate taxable entity does
not re?U|re that the corporation have beneficial owner-
ship of the property; bare legal title is sufficient.
(Tominson v. Ml es, supra; Paymer v. Conm SSioner,
supra, Appeal of Penn Co., Lfd., Cal. St. Bd. of Equal.,
Feb... 19, 1974.) Finally, the result of the appellate
conpromn se reached between aPpeIIants and the Internal
Revenue Service with respect tOo the taxable year 1971 is .
no.t determnative here. Neither respondent nor this o
board IS bound to adopt the conclusion reached hy the
Internal Revenue Service in any particul ar case. (See
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Appeal of Der Wienerschnitzel International, Inc., Cal.
<t . Bd. of E&H{;H, - Apr|| 10, 1979) In thr'sS case, . we
have no way of knowing the basis for the aforenentioned
conprom se,- in any event, we are satisfied that respon-.

dent's determnation conmports with the law as set forth
above.

I n accordance with the views set forth above,
we conclude that respondent correctly determ ned that
the income and | osses derived fromthe sale and rental
of the subject "purchased" properties should be attrib-
uted to Realty rather than to appellant.
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ORDER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED,
‘pursuant to section 25667 of the Revenue and Taxation
de, that the action of the Franchise Tax Board on the
protest of sam Arnstrong Realty, Inc., against a proposed
assessment of additional franchise tax in the. anount of
$6,533.00 for the income. year ended October 31, 1976,
and pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Sanuel J. and Betty s. Arnmstrong agai nst
proposed assessnents of additional personal inconme tax
in the amounts of $4,072.68 and $2,375.77 for the years
1975 _andd 1976, respectively, be and the same are hereby
sust ai ned.

Done at Sacranento, California, this 5th day
of April , 1983, by the State Board of Equalization..
with Board Members M. Bennett, M. Collis, M. Dronenburg,
M. Nevins and M. Harvey present.

WlliamM Bennett , Chairman
Conway H. Collis | Menber
Ernest J. Droneriburg, Jr. , Member
Ri chard Nevins , Member
Wl ter Harvey* , Menmber

*For Kenneth Cory, per Government Code Section 7 .9
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